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How to differentiate between Real and Nominal rate of Interest?
► Let us assume that one year ago you deposited Rs 1000 in a one year time deposit guaranteeing a rate of interest of 10%. At present you will be about to calculate 1100 Rs in cash. But even though you will be collecting 1100 Rs it is not the real rate of return on your investment.





Suppose the inflation rate during the period of investment was  5%. This means that the purchasing power of money is reduced by 5% a year. The value of each rupee depreciated by 5% a year in terms of the goods it can buy. Here at this juncture we can infer that part of interest earnings are offset by the reduction in the purchasing power of the rupee, with a 10% interest rate, after you net out the 5% reduction in the purchasing power of money, you are left out with a net increase in purchasing power of about 5%. Here I used the phrase of ‘about 5%’ because when we measure the change by ‘exact method’ we come to different rate, which we will be dealing with in next paragraphs. Hence in simple terms:
Nominal Interest Rate = Growth Rate of your Money

Real Interest Rate= Growth Rate of Your Purchasing Power

Let 

R= Nominal Rate;           r= Real Rate;          i= Inflation Rate
 Then the abovementioned concept can be denoted as

            r=R-I    [ It is an approximation method]

i.e., Real interest rate is the nominal rate reduced by the loss of purchasing power resulting from inflation.

However there is another method to measure the relationship between real and nominal interest rate. And that is given by 
	1+r =      1+R

             -----

              1+i


This is because the growth factor of your purchasing power, 1+r , equals the growth factor of your money, 1+R, divided by new price level, that is, 1+i times it’s value in the previous period.


The exact relationship can be rearranged as

                                 r=       R-r 
                                           ----






 1+i 

To conclude we can say that because future inflation is risky, the real rate of return is risky even when the nominal rate is risk free.
      What is negative real interest rate?    
As we know that real interest rate is the effective rate after adjusting for inflation and is considered as true measures of the costs of funds for the borrowers or the return of the lenders. It s calculated by approximately by subtracting the rate of inflation from the nominal interest rate. When inflation is higher than interest rate, the real interest rate become negative. If the one year interest rate is 8% and average inflation over this period is 10% then the real interest rate is negative 2.

      Implication of Negative real interest rate:
Savers or lenders are losers in a negative real interest rate situation. Take an example of bank deposit rate for one year @ 8% and the average rate of inflation over this period is 10%. At the end of one year, you are left with Rs108. But what Rs100 could buy a year ago will now take Rs110 to purchase, so your interest earning has failed to protect your savings because it earned a negative rate of interest, the nominal rate of 8% was lower than the rate of inflation of 10%. However, the borrowers benefit in a negative real interest rate regime. The money used to repay loan will have lesser value than the original amount borrowed because of high inflation. In this case, the borrowers should have been paying more than Rs110 to give him a real return of money but he only paid Rs108. This is how the idea of inflating debt away has come.

  Is the negative real interest rate a concern?   
The real interest rates needs to be seen over a longer period of of time. The rate of inflation has been high in India in recent months, causing a real rate of interest to be negative. However, over a longer period the average inflation is likely to be much lower, even if went by the WPI. If the GDP deflator, a more comprehensive measure of inflation, was considered the inflation for the year would be lot less, which will give a positive real interest rate.       

        

    Nominal cash Flow and Real Cash Flow
Till now we have understood that anything nominal, be it cash flow, interest rate or discount rate, incorporates inflation. That is to say that nominal means real plus inflation.
                Hence nominal cash flow also incorporates expected cash flow[i.e. when cash flow includes future inflation]. In order to arrive at true valuation of an asset an analyst has to ensure that nominal cash flow is discounted by appropriate nominal discount rate and real cash flow with real discount rate, because any mismatch of discount rate and cash flows will yield either overstretched valuation, as in the case of real cash flow discounted back with nominal discount rate, or conservative valuation, as when nominal cash flow is discounted back by real discount rate.

The relationship between nominal and real cash flow is determined by expected inflation:

	Real cash Flow =   Nominal Cash flow/[1+Expected Inflation]^t 

[ Hence Real cash flow excludes future inflation rate]


The effect of inflation on real cash flow could be favorable or unfavorable depends hugely on the impact inflation that it cast on the price of of the goods that the firms sells and on the resources that it uses to manufacture such goods. If the firm expects to increase price on goods that it sells at a faster rate than the rate at which costs goes up, the real cash flow will increase with inflation an vice versa.
                                   There are two key areas where one attention is warranted while dealing with nominal cash flow or real cash flow for the purpose of capital budgeting decision or investment decisions and those are
► Inflation rate : High inflation rate pushes up the cost of living, reduces the worth 

                             Of your money and investment

► Depreciation: Depreciation though is a non cash charge, is relevant for decision 
                          Making purpose since it carries tax benefit with itself. Depreciation

                          Is charged on book value hence we could consider it as an item with

                          Zero inflation

COROLLARY:  The concept of real and nominal is applicable in the forex market also. Tough the term used here are Real effective Exchange Rate and Nominal Effective Exchange Rate. The real appreciation in any currency can be measured through the real effective exchange rate[REER] which is the weighted average of country’s relative to an index or basket of other major currencies adjusted for the effects of inflation.
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